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At your request we evaluated the Internal Revenue Service’s (IRS) report
entitied Study of the Effect of Refund Offsets for Delinquent Child Sup-
port Payments on Compliance, issued in November 1986. The Omnibus
Budget Reconciliation Act of 1981, Public Law 97-35, authorized IRrS to
use individual income tax refunds to offset delinquent child support
payments owed by the taxpayer to the custodial parent. IRS began mak-
ing such offsets with tax year 1981. Individuals who owe $150 or more
in child support and are at least 3 months behind in payments are
referred by state child support agencies to the Department of Health
and Human Services (HHS), which in turn refers them to Irs for offset.

IrS’ study analyzed the effect of tax year 1981 offsets on tax law compli-
ance in tax years 1982 and 1983 and the effect of tax year 1982 offsets
on compliance in tax year 1983. IrS concluded that offsetting the
refunds caused taxpayer compliance problems in subsequent years. Spe-
cifically, IrS concluded that those offset, as a group, were more likely in
subsequent years to (1) not file their income tax returns, (2) become
delinquent in their taxes, (3) decrease their income tax withholdings,
and (4) have smaller refunds.

To respond to your request, we discussed the report’s methodology and
conclusions with RS officials in the Office of the Assistant Commissioner
for Planning, Finance, and Research who did the study to ascertain
whether their study adequately accounted for other plausible explana-
tions for the reported results. Our evaluation focused primarily on the
adequacy of IRS’ methodology to support the conclusions reached, but
we also obtained IrS’ data and replicated certain analyses to do a limited
review of IrS' calculations.

Because of the large sample sizes drawn, the numerical results that
appear in IRS’ report are statistically significant and therefore not due to
chance. We used the same samples to do our analyses, so the figures we
generated for this report are also statistically significant. We discussed
our evaluation results with Irs and HHS officials.
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Results in Brief

Conclusion on
Increased Nonfiling
Can Be Supported

We did our review in accordance with generally accepted government
auditing standards. We did our work in Washington, D.C., between April
1987 and January 1988. The results of our review are presented in
detail in appendix I and are summarized below.

RS’ methodology, which compared those offset with control groups not
offset, was limited because it did not consider whether the observed dif-
ferences between the two groups existed before the offsets occurred.
With respect to the conclusion on increased nonfiling, we extended IRS’
analysis to earlier years and found that it could be supported. However,
IRS’ conclusions concerning increased tax payment delinquencies, lower
withholdings, and smaller refunds for offset taxpayers are not fully
supported due to the methodological limitation. IRS’ data base did not
include sufficient data from earlier years to extend the analysis regard-
ing these three conclusions. IRS corrected this methodological shortcom-
ing for nonfiling and balance due behavior for its forthcoming study of
tax year 1985 refund offsets.

IRS’ methodology also had two unavoidable constraints. First, IrS
selected taxpayers for its control groups to closely match the taxable
income and filing status of the HHS refund offset group. However, the
offset and control groups may not be strictly comparable in nontax-
related respects. Although Irs believes the differences in taxpayer com-
pliance it found between the groups are indicative of the effects of the
refund offset program, it is unknown whether considering nontax char-
acteristics would have produced different results. The appropriate
methodology to resolve the comparability issue would have been to
divide the HHS referrals into two groups—one group with refunds offset
and the other with refunds not offset—and then analyze the effects on
compliance. However, IRs officials said they could not implement this
approach while, at the same time, ensuring equitable enforcement of the
law. Second, due to the limited number of post-offset years that had
elapsed at the time of IrS’ study, it is unknown whether the taxpayer
compliance problems identified by IRS are temporary or permanent. iRS
plans to extend its research to address this issue.

For the 1986 report, IRS evaluated taxpayer behavior after the offset
and concluded that offset taxpayers were more likely not to file a tax
return in subsequent years than a general control group. Our analysis of
the data, which extends IRS’ analysis, also supports this conclusion. We
evaluated taxpayer behavior both before and after the offset and found

Page 2 GAO/GGD-88-117 IRS’ Refund Offset Stud;



B-230530

Other Conclusions
Need More Support

Extrapolation of IRS’
Study

that offset taxpayers were more likely to not file a tax return in subse-
quent years than the general control group. However, our analysis
showed that the difference in nonfiling rates between the offset group
and the general control group was less than what IrS reported (4.5 per-
cent versus 7 percent). Even with this supplemental analysis, it is still
unknown whether the two groups have similar or dissimilar nontax
characteristics. The results could be affected if the characteristics are
dissimilar.

Our analysis showed that the other three IRS conclusions were not fully
supported. To substantiate empirically its conclusions concerning
increased tax payment delinquencies, lower withholdings, and smaller
refunds for offset taxpayers, IrRS should have analyzed data before the
offsets to evaluate whether offsets affected taxpayer behavior. How-
ever, IRS did not and we were unable to do the required analyses because
IRS' data base did not include sufficient data from earlier years.

Although the conclusions concerning lower withholdings and smaller
refunds need more empirical support, a decrease in withholdings leading
to smaller refunds seems plausible. Those offset could lower their with-
holdings and, consequently, their refunds, to prevent or mitigate further
offsets. They also could become a compliance problem if they had a bal-
ance due and did not pay it. But changes in withholdings are not a tax
compliance problem per se; IRS permits taxpayers to reduce the amounts
withheld to minimize overpayments that necessitate refunds.

Section 2653 of the Deficit Reduction Act of 1984, Public Law 98-369,
authorized IRS to collect delinquent debts owed the government, such as
student loans, by offsetting them against tax refunds. However, the con-
clusions reached in this study cannot be extended to other groups whose
refunds are offset for other outstanding gevernment debts because IRS’
study pertained only to the offsets of taxpayers who were delinquent in
their child support payments.

IRS is now completing a study of the refund offset program for tax year
1985 that will cover those referred for nonpayment of student loans,
agricultural loans, housing loans, disaster loans, and child and spousal
support. For that study, IrS corrected the methodological weaknesses
related to nonfiling and balance due behavior as discussed above by
obtaining and analyzing taxpayer behavior data before and after the
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Agency Comments and
Our Evaluation

refund offset. IRS plans a follow-up study that will extend the prior year
analyses to include withholding and refund size.

We provided a draft of this report to 1rs for comment. IRs responded that
our evaluation of its November 1986 study raised several valid points
that were worth considering and that it was pursuing a number of our
suggestions as it studies further the effect of refund offsets on taxpayer
compliance. IRS noted, however, that it was not certain that such
changes to its methodology would significantly alter its findings. IRS’
technical comments, along with our evaluation, are included as appen-
dix II.

As arranged with the Committee, we are sending copies of this report to
the Subcommittee on Oversight, House Committee on Ways and Means;
the Commissioner of Internal Revenue; and other interested parties
upon request. If you have any questions, please contact Charles Vehorn
of my staff on 272-7904.

Q&W J Q.

Jennie S. Stathis
Associate Director
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Abbreviations

GAO General Accounting Office

HHS Department of Health and Human Services
IRS Internal Revenue Service

OCSE Office of Child Support Enforcement
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GAOQO’s Evaluation of IRS’ Refund Offset Study

Background

The Omnibus Budget Reconciliation Act of 1981, Public Law 97-35,
authorized the Internal Revenue Service (IRS) to use individual income
tax return refunds to offset delinquent child support payments owed by
the taxpayer to the custodial parent. State child support enforcement
agencies refer such cases to the Department of Health and Human Ser-
vices’ (HHS) Office of Child Support Enforcement (0CSE), which in turn
refers them to Irs for offset.! In addition, the Deficit Reduction Act of
1984, Public Law 98-369, authorized IRrS to offset taxpayers for other
nontax debts. The Office of Management and Budget and IRS selected
five agencies to participate during the first year of the program.:

The first year of refund offset occurred for tax year (TY) 1981. The
refund offset process for individuals who are delinquent in their child
support payments works in the following manner. The states submit to
OCSE a certified list of individuals who are delinquent in their payments.
The amount of the delinquency must be $150 or more and at least 3
months past due. HHS forwards this list to IrS for possible refund offset.
Beginning with TY 1982 the states or OCSE gave advance notice at the
end of October before the upcoming tax season of the potential offset to
individuals who were delinquent.’

Historically, IRS has not offset every taxpayer referred by HHS. Table I.1
shows that for TY 1981 and TY 1982, less than half of those referred by
HHS had a refund offset by IrS. According to IRS, a major reason for not
offsetting refunds of every individual referred by HHS is that those
referred did not file a tax return for the offset years. If a tax return is
not filed, IrS cannot determine whether a potential tax refund exists to
offset. Other reasons for not offsetting HHS referrals include IRS not
being able to find taxpayers in its files and taxpayers having a small
refund (less than $25) or no credit balance.

'Before 1986, HHS' referrals only involved cases where the custodial parent received welfare in the
form of Aid to Families with Dependent Children payments. Beginning in 1986, IRS was authorized to
offset the refunds of individuals referred by HHS who were delinquent in their child support pay-
ments but whose families were not on welfare.

“The five agencies and assistance programs are: the Department of Agriculture’s Farmers Home
Administration Loan Program; the Department of Education’s Guaranteed Student Loan, National  *
Direct Student Loan, and the Federally Insured Student Loan Programs; the Department of Housing
and Urban Development’s Title I Housing Loan Program; the Small Business Administration’s Disas-
ter Home Loan Program; and the Veterans Administration’s Direct Loan and Guaranty Loan Pro-
grams. A recent GAQ report discussed the procedures used by IRS to administer the refund offset
programs. See Tax Administration: Collecting Federal Debts by Offsetting Tax Refunds (GAO/
GGD-87-39BR. Feb. 9, 1987).

“Evaluating how this procedure affected the refund offset program was beyond the scope of our
study.
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GAO'’s Evaluation of IRS’ Refund
Offset Study

Table 1.1: Individuals Referred by HHS
Whose Tax Refunds Were Offset by IRS
for TY 1981 And TY 1982

Objectives, Scope, and
Methodology

Number Number Percent Amount
Tax year referred offset offset collected
1981 547,230 262,030 48 $166 million
1982 706,201 328,678 47 $172 million

Source: Child Support Enforcement: 7th Annual Report to Congress for the Period Ending September
30, 1982, U.S. Department of Heaith and Human Services, Office of Child Support Enforcement. Decem-
ber 31, 1982, p. 86.

Child Support Enforcement: 8th Annual Report to Congress for the Period Ending September 30, 1983.
U.S. Department of Health and Human Services, Cffice of Child Support Enforcement, December 1983.
p. 96

Irs undertook two studies to measure the effect of refund offsets on tax-
payer compliance.’ In both studies IRS reported that offsetting the tax
refunds of individuals referred by HHS for nontax indebtedness caused
taxpayer compliance problems. IrRS concluded that those offset, as a
group, were more likely in subsequent years to (1) not file their income
tax returns, (2) become delinquent in their taxes, (3) decrease their
income tax withholdings, and (4) have smaller refunds. These conclu-
sions were based on a comparison of the taxpayers who were offset and
control groups of taxpayers not offset.

The 1986 report states that its findings cannot be extended to other
types of refund offsets, but a former IRs Commissioner said the results
would be indicative of the effects of other nontax offsets.” IRS is now
drafting a report to address the effects of the various refund offsets
made in tax year 1985 on taxpayer compliance.

The Joint Committee on Taxation asked us to evaluate IRS report, Study
of the Effect of Refund Offsets for Delinquent Child Support Payments
on Compliance, issued in November 1986. Specifically, the Joint Com-
mittee asked that our evaluation focus on the adequacy of 1IRS’ methodol-
ogy and the validity of both the data and IrRS’ findings concerning
taxpayers’ filing practices following a refund offset. To do our evalua-
tion, we first reviewed the report’s methodology and conclusions with
IRS officials in the Office of the Assistant Commissioner for Planning,
Finance, and Research who did the study. We then did a limited review -

‘Report on the Effect of Refund Offsets for Delinquent Child Support Payments, issued in October
1983:; and Study of Effect of Refund Offsets for Delinquent Child Support Payments on Compliance,
issued November 1986.

“Statement of Roscoe L. Egger, Jr., Commissioner of Internal Revenue, Before the Subcommittee on
Oversight, House Committee on Ways and Means (Sept. 19, 1985).
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GAOQ’s Evaluation of IRS’ Refund
Offset Study

Summary of IRS’
Report

of IrS’ data to check its accuracy. Our evaluation focused primarily on
whether IrRS’ methodology supports the conclusions reached. We dis-
cussed the results of our evaluation with IRS and HHS officials.

In our methodological review we examined whether IRS’ data analysis
provided sufficient evidence to support the causal inferences drawn in
the report. For example, IRS analyzed delinquency data and concluded
that the refund offsets caused an increase in delinquencies. We evalu-
ated whether the study had adequately accounted for other plausible
explanations for the same results. We also analyzed the sensitivity of
IRS' findings relative to other factors, such as adjusted gross income, tax-
able income, and total positive income. In this methodological review we
assumed that IRS’ data were accurate and IRS’ analyses were validly car-
ried out. Because of the large sample sizes drawn, the numerical results
that appear in IRS’ report are statistically significant and therefore not
due to chance. We used the same samples to do our analyses, so the
figures we generated for our report are also statistically significant.

We replicated certain analyses made by IRS of various groups of offset
taxpayers and groups of taxpayers not offset for TY 1981 and TY 1982
to determine whether IRS’ calculations and the numbers generated were
mathematically correct.

IRS issued two studies that evaluated the effect of refund offsets on tax-
payer compliance. The first report, issued in October 1983, analyzed the
effect on taxpayer compliance for TY 1982 of offsets made for TY 1981.
The second report, issued in November 1986, extended the analysis of
TY 1981 offsets to TY 1983 and also analyzed the effect on taxpayer
compliance for TY 1983 of offsets made for TY 1982,

For its analyses, IRS first separated the HHS referrals into two study
groups: those whose refunds were offset and those who were not offset.
The nonoffset group represents taxpayers referred but not offset due to
their not filing a tax return, having a refund less than $25.00, or having
filed a balance due return. Next, IRS created two control groups that ,
were matched with the refund offset group according to taxable income*
and filing status. The general control group was a random sample of
individual taxpayers who had received refunds but were not offset for
tax delinquencies. The tax-related control group had their refunds offset
for tax delinquencies. Neither control group was offset for nontax
indebtedness.
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GAO’s Evaluation of IRS’ Refund

Offset Study

IRS’ analyses were based on monitoring the four groups described above
Those offset for TY 1981 were tracked for TY 1982 and TY 1983. Those
offset for TY 1982 were tracked for TY 1983. Thus, IRS’ study contained
eight group of ta xpayers~ the HHS referrals offset for TY 1981 and TY
1682; the HHs referrals not offset for TY 1981 and TY 1982; the general

control group for TY 1981 and TY 1982; and the tax-related control
group for TY 1981 and TY 1982. IrS reached its conciusions by contrast-
ing summary statistics pertaining to filing, delinquency, withholdings,
and refunds for the HHS referrals and the control groups for the years

following the offsets.

On the basis of its analyses, IRS concluded that offsetting refunds of
those referred by HHS for nontax indebtedness affected taxpayer compli-
ance in four ways. However, due to the time frames of IrS’ studies, it is
unknown whether the taxpayer compliance problems identified by IrRS
are temporary or permanent. IS plans to extend its research to address
this issue.

First, IRS concluded that the refund offsets caused some taxpayers not to

i a tav ratiirn in tha anding voar(g) ma roachad thig conel inn
f}le a laXx revurn in tne SUCCCLU}HS :y'(/cu (S, IRS reacneda unis Conciusion

from two analyses It first determined the number of taxpayers who had
their TY 1981 refunds offset but did not file tax returns for TY 1983,
and then it compared the result to the control groups. IRS found that 32
percent of those offset for TY 1981 did not file for TY 1983 (up from 26
percent in TY 1982), compared to 22 and 23 percent from the general
control and the tax-related control groups, respectively. IRS then deter-
mined how many of the taxpayers who had their TY 1981 refunds offset
had filed returns for the 2 previous tax years—TY 1979 and TY 1980—
but not for TY 1982. It did the same for the general and tax-related con-
trol groups and compared the results. Here again, the offset group had a
higher nonfiling rate. Of the taxpayers who filed returns for TY 1979,
TY 1980, and TY 1981, irs found that 14 percent of the offset group
failed to file a return for TY 1982, compared to 7 percent for the general

control group and 4 percent for the tax-related control group.

Second, IRS concluded that the refund offsets in TY 1981 and TY 1982

caused some taxpayers to not pay delinquent taxes in TY 1983." irs data’

show t at 4 9 percent of the taxpayers offset in TY 1981 and 4.0 per-

AAAAAAAAAA ALL b . ) S

the taxpayers offset in TY 1582 were delinquent in paying their

""For its study, IRS separated delinquent taxpayers into two groups: tax payment delinquency cases
and taxpayer delinquency accounts. Because the distinction between the two groups was rrinor and
the analytical results alike, we reported the results from the tax payment delinquency group.

Page 11 GAO/GGD-88-117 IRS’ Refund Offset Study



Appendix I
GAO’s Evaluation of IRS’ Refund
Offset Study

Review of IRS’
Methodology

taxes for TY 1983. In comparison, the general control group had about
half the tax payment delinquency rate for TY 1983 (2.6 percent for the
TY 1981 group and 2.1 percent for the TY 1982 group). However, the
tax-related control group had the highest percentage of tax payment
delinquency cases (9.2 percent for the TY 1981 group and 8.8 percent
for the TY 1982 group). IrS explained this result as the tendency of the
tax-related control group to fluctuate between refund and balance due
(with subsequent payment delinquency) situations.

Third, 1rs concluded that those offset in TY 1981 and TY 1982 decreased
their tax withholdings for TY 1983. Irs data show that 70 percent of
those offset in TY 1981 decreased their dollar withholdings relative to
salary for TY 1983, whereas 62 percent of taxpayers in the general con-
trol group and 55 percent of the tax-related control group decreased
withholdings. )

Fourth, IrRS concluded that those offset in TY 1981 and 1982 had smaller
refunds available in TY 1983. Irs data show that the TY 1981 refund
offset group had the smallest amount of tax refund available ($756) for
TY 1983 compared to the general control group ($795) and the tax-
related control group ($892). The TY 1982 refund offset group also had
the smallest amount of tax refund available ($694) for TY 1983 com-
pared to the general control group (§795) and the tax-related control
group ($846).

Our review of IrRS’ methodology showed that in selecting its study
groups, IRS did not ensure that the HHS refund offset group and the con-
trol groups exhibited similar taxpayer compliance characteristics before
the offsets. Due to this lack of comparability the groups are referred to
as being nonequivalent.” Consequently, any taxpayer compliance differ-
ences after the offset may not be attributed solely to the offset. These
differences could have existed before the offset, and IrS’ findings could
represent the continuation of the earlier differences. To strengthen its
analysis, IRS would need to examine the taxpayer compliance patterns
before the offsets. This would essentially establish a benchmark by
which to examine the differences after the offset.® IRS corrected this .

"Cook and Campbell provide further elaboration on the usage of nonequivalent groups. Thomas D.
Cook and Donald T. Campbell, Quasi-Experimentation: Design and Analysis Issues for Field Settings
(Chicago: Rand McNally College Publishing Company 1979), pp. 95 to 146.

SSee Cook and Campbell, pp. 95 to 146.
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Appendix [
GAOQO's Evaluation of IRS’ Refund
Offset Study

methodological shortcoming for nonfiling and balance due behavior in
its forthcoming study of tax year 1985 refund offsets.

Figures [.1 and [.2 present a hypothetical case to illustrate this method-
ological shortcoming. Each figure compares the behavior of the refund
offset group to the general control group both before and after the off-
set occurred. The behavior considered is the extent to which these
groups of taxpayers reduced their withholdings relative to salary fol-
lowing the offset. The after offset results in figures [.1 and 1.2, which
are the actual numbers, clearly show that a greater percentage of the
refund offset group experienced a decline in their relative withholdings
than the general control group.

Figure 1.1: Percentage of Taxpayers With
a Decrease in Their Relative
Withholdings Assuming Group
Equivalency Before the Offset

100 Percent of Taxpayers

80
70
60
50
40
30
20

10

Before Otfset After Oftset

E Refund Oftset Group

Source: Before offset—Hypothetical data assuming both groups experienced the same decline in with-
holdings relative to salary

After offset—Actual IRS data on changes in withholding patterns. p. 11 of 1986 report

General Control Group
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GAO's Evaluation of IRS’ Refund

Offset Study
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depends on the condition existing before the offset. If it were true that
before the offset both the offset group and the control group had the
same percentage of taxpayers who reduced relative withholdings, then
we would conclude from such evidence that the refund offset caused the
offset group to alter their relative withholdings." This is shown in figure
I.1. If the difference between the two groups after the offset also existed
before the offsets were made, we could not conclude that the offsets had
an effect. This is shown in figure 1.2.

Figure 1.2: Percentage of Taxpayers With
a Decrease in Their Relative
Withholdings Assuming Group
Nonequivalency Before the Offset

100 Percent of Taxpayers

8

Before Offset Aftar Oftset

:] Refund Offset Group

General Control Group

Source: Before offset—Hypothetical data assuming both groups experienced the same decline in with-
holdings relative to salary that they experienced after the offset.

After offset—Actual IRS data on changes in withholding patterns, p. 11 of 1986 report.

Our review also showed that although IRs selected taxpayers for the con-
trol groups to closely match the taxable income and filing status of the
HHS refund offset group, the control groups, in general, cannot be consid-
ered strictly comparable to the HHS referrals in nontax-related respects.

"This conclusion assumes that no other factors occurred during the offset year that would have
affected one group more than the other.
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GAO’s Evaluation of IRS’ Refund
Offset Study

In following up on the nonfilers identified by the study, IrS found that
many of the HHS referrals could not be found on the tax rolls, and the
HHS referrals on the tax rolls tended to be more transient and therefore
more difficult to locate or contact than the control groups.'" While
acknowledging the distinct nontax-related characteristics of the HHS
referral population, IRS officials believe that similar nontax characteris-
tics are present in a general sense in the control groups. Even with this
limitation, IrS officials believe that the differences in taxpayer compli-
ance exhibited by the offset and control groups between the offset year
and the year(s) after the offset indicate that the offsets caused the non-
compliance problems previously discussed. It is unknown whether
closely matching nontax characteristics of the offset and control groups
would have produced different results.

As mentioned in IRS’ report, the appropriate methodology would have
been to select two representative samples from the HHS referrals having
refunds for offset. One sample of HHS referrals with refunds would be
offset, the other not. With this procedure, any differences between the
two samples would then be attributable to the refund offset program.
We would have no reason to believe that the two samples would have
any other systematic differences, since they both came from the same
population. Although this methodology would have been desirable, IrS
officials said they could not implement this approach while, at the same
time, ensuring equitable enforcement of the law.

’ : IRS concluded that the refund offset group had a higher nonfiling rate in
IRS COHCIUSIOH That the succeeding year(s) than the control groups. IRS’ analysis showed that

Offset Program 14 percent of the taxpayers offset for TY 1981 did not file in TY 1982
Increased Nonflhng but had filed for TY 1979, TY 1980, and TY 1981. In comparison, 7 per-
Can Be Suppo rted cent of the general control group and 4 percent of the tax-related control

group did not file for TY 1982 but had filed in the previous 3 years.
However, in arriving at these percentages, IRS tracked only those TY

1982 nonfilers who had filed returns for TY 1979, TY 1980, and TY

1981. By not considering the filers and nonfilers for all groups in the
earlier years, IRS did not evaluate whether a nonfiling problem existed
before the offset occurred. Thus, it is possible that the differences
between the offset and the control groups existed before the offsets took
place or that factors outside the analysis account for the difference.

I“Department of Treasury officials also analyzed IRS' report and expressed doubts as to the ade-
quacy of the IRS control groups. These officials believed that IRS’ conclusions could not be ade-
quately supported because the control group was dissimilar to the offset group.
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GAO’s Evaluation of IRS’ Refund
Offset Study

To overcome this methodological shortcoming, we considered whether a
nonfiling problem existed before the offset occurred. We examined the
previous year’s and subsequent years’ nonfiling rates for all groups of
taxpayers included in RS’ TY 1981 data base.' Table [.2 shows the per-
centage of the offset group and general control group that did not file a
tax return for the year shown but filed for the previous year. For TY
1980, the nonfiling rate for the refund offset group is higher than the
general control group. This higher nonfiling rate not only continues after
the offset, but the difference in nonfiling rates between the refund and
control groups increases from 7.4 percent (19.1 minus 11.7) for TY 1980
to 11.9 percent (22.7 minus 10.8) for TY 1982.

Table 1.2; Percentage of Nonfilers in the
Offset Group and General Control Group
for TY 1980 or TY 1982

|
Figures in percent

General Diference

Otfset control between
Tax year group group groups
1980° 19.1 117 74
1982° 227 108 119
Net change from 1980 36 09 45

This analysis includes only taxpayers who filed a return in the previous year. TY 1979

“This analysis includes only taxpayers who filed a return in the previous year. TY 1981
Source: GAQ analysis of IRS’ data base

Our supplemental analysis supports IRS’ conclusion that the refund off-
set program caused the nonfiling rate to increase. However, we did not
find the magnitude of the nonfiling problem to be as great as Irs
reported. While IRS found the difference in nonfiling rates between the
offset and general control groups to be 7 percent (14 minus 7), we found
the difference to be 4.5 percent (11.9 minus 7.4). Irs did not attach
importance to the magnitude of the nonfiling problem and, for the pur-
pose of this report, neither do we. Even with this supplemental analysis,
it is still unknown whether the two groups have similar or dissimilar
nontax characteristics. The results could be affected if the characteris-
tics are dissimilar.

We did an additional analysis to see how nonfiling varied by income
class. This is particularly important because most of those referred by
HHS for offset have low taxable income. Table 1.3 shows that an associa-
tion exists between nonfiling and income. For example, the percentage

U'The TY 1982 offset data base did not have sufficient information to make any estimates for nonfil-
ing before the year of the offset.
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GAOQ’s Evaluation of IRS’ Refund
Offset Study

of nonfiling taxpayers for the refund offset group decreases from about
39 percent for the lowest taxable level, to about 26 percent for the next
higher level of taxable income, to about 14 percent for the highest level
of income. Similar patterns of nonfiling exist for the other groups. The
table also shows that at every income level examined, those offset were
more likely not to file than the control groups.

Table |.3: Percentage of TY 1983
Nonfilers in the TY 1982 Offset and
Control Groups by 1982 Taxable Income

IRS’ Conclusion That
Offset Program
Increased Tax
Payment Delinquency
Needs More Support

IRS’ Conclusion That
Offset Program
Decreased
Withholdings Needs
More Support

|
HHS referrals Control groups

1982 Taxable income Offsett Not offset General Tax-related
Less than $3,400 386 340 246 250
$3,400 to $6,500 26.2 223 14.4 174
Greater than $6,500 139 13.9 7.0 96

Source: GAQ analysis of IRS' data base.

IRS’ conclusion that the refund offset program caused those offset to be
more likely not to pay the taxes owed in subsequent years was not fully
substantiated by the analysis. IRS’ analysis showed that 4.9 percent of
the taxpayers offset for TY 1981 did not pay the taxes owed for TY
1983, compared to 2.6 percent for the general control group. However,
two plausible explanations exist for the higher delinquency rate among
those offset: (1) the offsets caused the higher delinquency rate or (2) the
differences in the delinquency rates existed before the offset.

IRS’ analysis did not estimate the prior tax payment delinquency rates
for the HHS referrals or the control groups. Consequently, IRS does not
know whether the differences in tax payment delinquencies after the
offsets existed before the offsets. If the differences did exist, IrS’ conclu-
sion would not be valid. IrS’ data base did not provide sufficient infor-
mation for us to do the additional analysis needed to substantiate the
conclusion.

The IRS study also did not fully prove the conclusion that the refund
offset program caused those offset to decrease their dollar withholdings .
by more than the control groups. IRS supported its conclusion by show-
ing that a greater percentage of those offset reduced their ratio of dol-
lars withheld to salary from TY 1981 (the year of the offset) to TY 1983
than those not offset. However, IrRs did not determine if the difference in
the ratios of withholdings to salary existed before the offsets. If before
the offsets the ratio of withholdings to salary had been on the decline,
then the continued decline in this ratio should not be attributed to the
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IRS’ Conclusion That
Offset Program
Decreased Level of
Refunds Needs More
Support

Conclusions

offsets. IRS’ data base did not provide sufficient information for us to do
the additional analysis needed to substantiate the conclusion.

RS’ conclusion that the offset program caused a decreased level of
refunds in subsequent years was similarly unsubstantiated. The down-
ward trend for refunds could have been the continuation of an already
existing downward trend from before the offset and not necessarily the
result of the offset. An analysis of the earlier years’ refund levels would
have established whether the decline was attributable to the offsets. IR’
data base did not provide sufficient information for us to do the addi-
tional analysis needed to substantiate the conclusion.

IRS selected the control group on the basis of the tax return for the tax
year when the offset occurred. The control group for the TY 1981 study
was selected on the basis of its TY 1981 returns. Thus, the refund offset
group and the general control group have similar taxable incomes for
1981; however, we do not know whether the two groups had similar
incomes for TY 1983, the year for which the refund comparison is made.
If, for example, the taxable incomes of the HHS referrals and the control
groups diverged between 1981 and 1983, then the change in refund size
could be partially attributable to changes in taxable income. Moreover,
since the tax rate dropped significantly from TY 1981 to TY 1982,
refunds would have changed regardless of income levels.

IR’ methodology, which compared those offset with control groups not
offset, did not consider whether the observed differences existed before
the offsets. On the basis of our supplementary analysis of the filing
behavior both before and after the refund offsets, we concur with 1RrS’
conclusion that the offset group was more likely not to file in the suc-
ceeding year(s) because of the offsets. However, IrS’ conclusions con-
cerning increased tax payment delinquencies, lower withholdings, and
smaller refunds for offset taxpayers were not fully supported due to a
methodological shortcoming. To substantiate these conclusions empiri-
cally, Irs should have analyzed data before the offsets to evaluate
whether offsets affected taxpayer behavior. IrS did not, and we were
unable to do the required analyses as IrS’ data base did not include suffi-
cient data from earlier years.

Although the conclusions concerning lower withholdings and smaller
refunds need more empirical support, a decrease in withholdings leading
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to a smaller refund seems plausible. Those offset could lower their with-
holdings and, consequently, their refunds, to prevent further offsets.
They also could become a compliance problem if they had a balance due
and did not pay it. But changes in withholdings are not a tax compliance
problem per se; IRS permits taxpayers to reduce amounts withheld to
minimize overpayments that necessitate refunds.

IRS’ methodology also had two unavoidable constraints. First, IRS
selected taxpayers for its control groups to closely match the taxable
income and filing status of the HHS refund offset group. However, the
offset and control groups may not be strictly comparable in nontax-
related respects. Although Irs believes the differences in taxpayer com-
pliance it found between the groups is indicative of the effects of the
refund offset program, it is unknown whether considering nontax char-
acteristics would have produced different results. The appropriate
methodology to resolve the comparability issue would have been to
divide the HHS referrals into two groups—one group with refunds offset
and the other with refunds not offset—and then analyze the effects on
compliance. However, IRs officials said they could not implement this
approach while, at the same time, ensuring equitable enforcement of the
law. Second, due to the limited number of post-offset years that had
elapsed at the time of IRS’ studies, it is unknown whether the taxpayer
compliance problems identified by IRS are temporary or permanent. IRS
plans to extend its research to address this issue.

Although section 2653 of the Deficit Reduction Act of 1984 authorized
IRS to offset taxpayers who are indebted to the government for a variety
of reasons, IRS’ study pertained only to the offsets of taxpayers who are
delinquent in their child support payments. The study results cannot be
extended to other groups whose refunds are offset for other outstanding
government debts, such as defaulted student loans. Without more evi-
dence it would not be realistic to assume that the factors that led to the
nonfiling by those delinquent for nonpayment of child support would
necessarily exist for other indebted groups.

IRS is now completing a study of the refund offset program for TY 1985 |
that will cover those debtors referred for nonpayment of student loans,
agricultural loans, housing loans, disaster loans, and child and spousal
support. For this study, Irs corrected the methodological weaknesses
related to nonfiling and balance due behavior as discussed above by
obtaining and analyzing taxpayer behavior data before the offset. IrS
plans a follow-up study that will extend the prior year analyses to
include withholding and refund size.
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Note: GAO comments
supplementing those in the
report text appear at the
end of this appendix.

DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

COMMISSIONER JUN 9 ‘988

Mr. Richard L. Fogel

Assistant Comptroller General

United States General Accounting Office
Washington, DC 20548

Dear Mr. Fogel:

We have reviewed your recent draft report entitled “Tax
Policy: Evaluation of IRS' Refund Offset Study". ’

Because of the nature of our November 1986 study, we
believe that your subsequent evaluation raises several valiad
points that are worth considering in future studies to further
determine the effect of refund offsets on taxpayer
compliance. 1In fact, we are pursuing a number of these
recommendations in our ongoing studies on refund offsets of
nontax Federal debts. We are not certain, however, that such
changes to our methodology will significantly alter our
findings.

In addition, we would also like to address your comments
on lower withholdings. Although we agree with your assessment
that changes in withholdings are not a tax compliance problem
per se, we wish to point out that if refunds for years
subsequent to the offset are reduced this will also reduce the
revenues derived from this program.

Enclosed are our responses to the technical issues that
you raised in your report concerning the study methodology.
study findings and references to the refund offset program for
non-tax debts.

We hope you find these comments useful.

With kind regards,

Sincerely,

Enclosure

Page 20 GAO/GGD-88-117 IRS’ Refund Offset Study



Appendix I
Comments From the Internal Revenue Service

IRS COMMENTS ON GAO DRAFT REPORT ENTITLED
"TAX POLICY: EVALUATION OF IRS' REFUND OFFSET STUDY"

METHODOLOGY

Now on pages 2, 15, Control Group Selection (pp. 4, 21, & 28)
and 19.

The report implies that IRS used inappropriate

See comment 1. methodology in selecting the control groups. We agree that
the methodology was not ideal. However, IRS could not
implement the ideal approach while, at the same time, ensuring
equitable enforcement of the law. Hence, for reasons of
policy, none of the referrals could have been eliminated from
the offset program. We suggest that the report language
further clarify this issue. As provided by IRC 6402(c), the
IRS "shall" reduce the payment of a refund due a taxpayer by
the amount of any past due support. Although Congress
intended to evaluate the effect of the refund offset program
on tax compliance, it did not provide a mechanism whereby the
IRS could fail to make an offset for a properly certified debt
referred to it.

Now on pages 2, 10, Offset Versus Non-Offset Cases (pp. 4, 14, & 21)
and 15.

See comment 2.

The report contains contradictory statements as to
whether IRS divided the group of referrals into offset cases
and non-offset cases because it uses the terminology "not
offset" in two ways. First of all, on page 14, the
terminology "not offset" coincides with the IRS defined
non-offset cases which are those referred individuals who were
found on the tax rolls and who behaved in one of the following
ways: (1) they did not file a tax return; (2) they had a
refund of less than $25; or (3) they filed a balance due
return. On pages 4 and 21, however, the report states that
the control group should have consisted of HHS referrals which
were not offset. 1In these instances, the report is not
referring to the non-offset cases as defined by the IRS.
Instead, it is describing the ideal control group explained
above that the IRS does not have the authority to implement.
Consequently, we recommend that the wording regarding cases
that were "not offset" be further clarified.
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Now on pages 2, 11, 12, 14, Comparison with HHS Referrals (pp. 3, 4, 15, 17, 21 & 28)
and 19.

The report further indicates that IRS selected the

See comment 3. control group taxpayers to match the characteristics of the
HHS referrals. This statement is not accurate. 1IRS selected
the control group cases to match the characteristics of a
portion of the HHS referrals, namely the HHS cases in which an
offset of a refund occurred.

Since the control group cases were selected to match
only a portion of the referrals, comparisons between the
entire group of referrals and the control group cases are
inappropriate. While it is true that many of the referrals
could not be found on the tax rolls, the significant point is
that all of the offset cases were found on the tax rolls just
as the control group cases were. Similarly, the reference to
a greater amount of transience among the referrals than among
the control group cases is not really relevant to the report.

Now on pages 3, 4. and 19. Taxpayer Behavior Before and After Offset (pp. 7 &nd 29)
See comment 4.

The report concludes that the IRS' methodology should
have included analyses of taxpayer behavior before and after
the refund offset. 1In addition, the report states that this
problem has been corrected in the IRS' study of the refund
offset program for Tax Year 1985. In fact, the problem has
only been partially corrected in this later study. For the
years prior to the offset year, only the nonfiling and balance
due behavior was analyzed for the Tax Year 1985 study. The
Tax Year 1986 study will further correct the methodological
problems by extending the prior year analyses to include
withholding and refund size.

CONCLUSIONS

Now on page 18. Change in Refund Size (p. 27)

See comment 5. The report examines possible causes for changes in

refund sizes and suggests that the drop in the tax rate could
have had an impact on refund sizes. This factor was
controlled in the IRS study. The IRS compared refund sizes
between the control group and the offset group. Both groups
of taxpayers were affected by the change in the tax rates.
Therefore, any differences in refund sizes between the two
groups cannot be attributed to the change in the tax rate.

Now on pages 3, 8, and 19. NON-TAX DEBTS (pp. 6, 7, 10 & 29)
See comment 6. Certain statements in the report which reference the
refund offset program for non-tax debts owed to federal
agencies may be misleading. The report refers to authorized
IRS offsets for certain specified assistance programs
administered by five agencies and a pending IRS study of such
offsets. The report language implies that the IRS limited
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offsets to debts arising out of particular, specified
assistance programs. However, in fact, consistent with the
statutory provisions authorizing the refund offset program,
the IRS never limited offsets to specified agency assistance
programs. In 1984, Congress enacted IRC 6402(d) and 31 USC
3720A, providing for a three-~year refund offset program for
non-tax debts. Treasury was authorized to issue implementing
regulations and prescribe the terms of agreements with
participating agencies. Treasury was also authorized to test
the offset program with selected agencies before proceeding
with full implementation of the provisions.

For Tax Year 1985, the first year of the program,
memorandums of agreement were executed with the following
agencies:

Department of Agriculture

Department of Education

Department of Housing and Urban Development
Small Business Administration and

Veterans Administration.

o 6 o o o

We note that for Tax Year 1986, the IRS expanded participation
to include the following five additional agencies:

Bureau of the Mint

Bureau of the Public Debt

Department of Health and Human Services
Department of Justice and

Department of Defense.

e 0o 0 o o

(It was agreed that the Department of Defense would submit
separate tapes and accompanying certifications for the Air
Force, Army, Navy, Marine Corps, Army Exchange Service, and
NAVRESCO.) Pursuant to the implementing regulations and
memorandums of agreement with participating agencies, the IRS
offsets refunds of taxpayers for all legally enforceable debts
that are properly certified by participating agencies.

Now on page 9. OTHER (pp. 12 & 14)
See comment 7. The titles of the October 1983 report and the November
1986 report are similar but not the same. The October 1983
report is titled The Effects of Refund Offsets for Delinquent
Child Support Payments while the November 1986 report is titled
Study of the Effect of Refund Offsets for Delinquent Child
Support Payments on Compliance.
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GAO Comments

The following are GAO’s comments on IRS’ letter of June 9, 1988.

1. No change deemed necessary. We recognized in the report that IRS was
unavoidably constrained in its methodology for selecting the control
groups.

2. Changes, such as adding the reasons why all HHS referrals were not
offset, were made to make a clearer distinction between offset and
nonoffset referrals.

3. Changes were made to indicate that IRS selected taxpayers for its con-
trol group by matching the taxable income and filing status of the HHs
offset group.

While it is true that the HHS offset and control groups filed in the offset
year, these groups do not share other characteristics. For example, the
HHS referrals are delinquent in their child support and, as noted in IRS’
report, the referrals found on the tax rolls are more transient. Different
characteristics such as these support our contention that the groups are
nonequivalent. Due to this nonequivalency, IRS needs to analyze the
years before the offset. Therefore, we believe comparisons of the char-
acteristics between the HHS referrals and control groups are appropriate
and relevant.

4. Changes were made as required to properly reflect the status of 1rRS’
efforts to eliminate methodological shortcomings.

5. Assuming all other variables were held constant, we agree that a
change in the tax rate would not cause differences in refund sizes
between the two groups. However, as the report discusses, IRS controlled
for tax rates in the offset year by controlling for taxable income and
filing status but did not control for tax rates in the years following the
offset. For example, the refund offset group and the control group had
similar tax rates for TY 1982; however, tax rates for the groups were
not similar for TY 1983. The reason for the difference is that a higher
proportion of the refund offset group did not file a return for TY 1983,
and the nonfiling by this group differed by taxable income class from
the general control group. Thus, the refund offset group and general
control groups were no longer identical in terms of taxable income. Con-
sequently, the difference in refund size between the two groups may be
partially attributable to the fact that the study no longer controlled for
tax rates.
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6. We added clarifying language to indicate that the Deficit Reduction
Act of 1984 did not specify or restrict what federal agency debt Irs was
to offset. The act provided for a 2-year offset program. We understand
that the Office of Management and Budget and IrS were involved in the
selection of agencies that in turn would refer debtors to IrS for offset in
the first year. According to IRS’ November 1986 report, IrRS was involved
in agency selection.

7. Changes made to report titles.
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